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BEFORE TH: STATE Eu.RD OF EQUALI ZATI ON
OF THE STATE (F CaLl FORNI A

In the Matter of the Appeal of )
CARL M. HALVCRSON, | NC. )

Appear ances:

For Appel | ant: Burton M, Smth
Certified Public Accountant

For Respondent: A Ben Jacobson,
Associ ate Tax Counsel

OPL NI ON
This appeal is made pursuant to Section 25667 of the Revenue
and Taxation Code fromthe action of the Franchise Tax Board on
the protests of Carl M Halvorson, Inc., to proposed assessments
of additional franchise tax in the anounts of $4,308.13 and
$4,102.98 for the taxable years ended November 30, 1950, and 1951,
igggectlvely, based on income for the year ended Novenber 30,

Appel lant is an Oregon corporztion Whose business is heavy
construction work. Its principal stockholder is Carl M Halvorson
It qualified to do business in California in February 1950,

For its first fiscal vyear, ended April 30, 1950, Appell ant
reported no income. Thereaftar, it adopted a fiscal year ending
Novenmber 30. Pursuant to former Section 13 subsection (c) of the
Bank and Corporation Franchise Tax Act, which was designed to
Place comnmenci ng corporations on a prepaynment basis, the franchise

axes for Apﬂgl ant's second and third taxable years, that is, the
years ended Novenber 30, 1950, and 1951, were measured by its
Income for the period May 1, 1950, to Novenber 30, 1950.

vhile carrying on its own projects in various western states,
Appel  ant _recel ved substantial income during the period May 1 to
Novenmber 30, 1950, through a one-third interest in a joint venture
which it sponsored and managed. The joint venture had been forned
with three other conmpanies (all controlled by the Halvorson
fan1IyL for the purpose of constructing a tunnel six mles |ong
through nmountains near Santa Barbata., California, under a
contract with the United States Government. This construction
was Appellant's only source of income in California.

-133-



Appeal of Carl M. Halvorson, |ncC.

The contract provided for partial paynents at the end of
each nmonth as the tunnel project progressed., It also authorized
the Governnent to retain 10 percent of each payment pending fina
compl etion and acceptance of the tunnel. anthl¥ bills subnmtted
to the Government by the joint venture pursuant to the contract
were based upon estimates of work conpleted at the end of each
nmonth. These estinmates referred to specific units of work
enunerated and priced in the original contract bid, and were
stated largely in terms of cubic yards of excavation and cenent
wor k acconpl i shed.

The joint venture's reported net income for the fiscal year
ended sugust3l, 1950, reflected the full amcunt of its billings
to date, less direct costs and expenses incurred within the
period. Appellant's reported net income for its fiscal year ended
November 30, 1950, took into account its distributive share of the
reported net income of the joint venture., ,ApPeIIant computed the
amount of net incone allocable to California tor tax purposes by
apportioning the conbined net income fromall its operations in
accordance with a three-factor fornula of property, payroll, and
sales. Since its other operations showed a |oss, Appellant's
share of the joint venture's reported net income was only
partially returned as incone derived fromthis state.

The Franchise Tax Board, treating the tunnel project as a
separate enterprise, determned that the Appellant's ‘net incone
from California was its distributive share of the reported net
income of the joint venture, less a portion of Appellant's general
overhead expenses attributable to the joint venture. |t al$ r-
tioned overhead expenses between Appellant's own projects é)g t he
joint venture's project on the basis of their relative direct
costs to_AﬁpeIIant; It gave double weight, however, rather than
equal weight to the direct costs assigned by Appeliant o its own
proj ects.

~ Appel lant takes the position that its income derived from
California should be conmputed according to the three-factor
formula usually enployed in allocating 1ncone of a multi-state
unitery business. We cannot agree. |t is well established that
a business nmay be considered unitary if its various parts con-
tribute to or are dependent upon one another. |n the absence of
such an interrelationship, separate accounting is the appropriate
nmet hod of determning what part of the income is attributable to
California. (Butler ErcMcColgan, 315 U, S 501 F86 L. Ed.
991]1; Edison Californis STOTesS, Tnr.. v, McColgan, 30  Cal. 2d 472
(183 P 2d 106); Cal. Edmin. CoOde, Tit. 18, ¥ 24301 [now 25101].)
Appel  ant has offered no evidence that its various construction
projects with-in and without the state were so closely integrated
and interdependent as to constitute a unitary business. Th%
general overhead of Appellant's main office,” representing those
expenses which were not directly assignable to a given project,
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was only about §16,000 as contrasted with over §1,000,000 in
direct costs of particular jobs. This is a positive indication
that centralization of functions was at a mninum Fromall that
appears in the record of this matter, the earnings and |osses of
Appel lant's various projects would have been subStantially the
same whether or not they had been under common ownership.

A?pellant next argues that, without the use of fornula
allocation to mtigate what it regards as the great exaggeration
of net income reported by the joint venture's account|ng met hod
for the year ended August 31, 1950, such income should be re-
conputed by another nmethod that clearly reflects income. Appel -
lant states that although the joint venture used the percennge
of conpletion nmethod of reporting inconme from the tunnel grOJect,
the conpleted contract nethod woul d have been nore suitable. It
urges thet distortion of income resulted fromthe fact that the
jornt venture's per unit costs during the initial phases of the
project were considerably less than during |ater phases, while
per unit billings to the Government remained constant. Appel|ant
says that items including installation of wiring and ventilation
machi nery, diversion of water and renoval of waste material had
not been finished when the estimates and billings were nmade and
that the percentage of conpletion was thus overstated.

Section 12, Subsection (1) of the Bank and Corporation
Franchi se Tax Act, applicable to the year in question, provides:

The net income shall be conmputed upon the bhasis of
the taxpayer's annual accounting period, fiscal year
or calendar year as the case may be, in accordance
with the nethod of accounting regularly enployed in
keepi ng the books of such taxpayer; but if no such
nethod of accounting has been so enployed, or if the
met hod en?loyed does not clearly reflect the incone,
the computation shall be made in accordance with such
nmethod as in the opinion of said comm ssioner does
clearly reflect the incone...

Section 12, subsection (3), paragraph (e) thereof provides:

Where a corporation is engaged in the performnce of
a contract I1n this State Which will require nore than
a year to conmplete, the conmissioner may require that
the income fromthe contract be reported on the basis
of percentage of conﬁlet|on unl ess the corporation
furni shes bond or other security guaranteeing the
ayment of a tax measured by the income recelved on

he conPJet|pn of the contract, even though the
corporation is not d0|n? business in this State in
the year subsequent to the year of conpletion
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Appel I ant has not indicated that it ever nmade any attenpt to
report Its inconme of fiscal year 1950 by any nethod other than
the percentage of conpletion systemwhich it as well as the joint
venture actually used. So we nust assume that Appellant, in using
that system was sinmply enploying its usual nmethod of accounting
or elected to use it rather than furnish security guaranteeing
payment of tax measured by the income received on conpletion of
the contract. Wweare not persuaded by Appellant's general state-
nents, unsupported as they are bY testimony or docunentary
evidence, that the estimates of the work conpleted on the project
were significantly overstated. The undertaking was |arge, conplex
and inherently subject to unforeseeable difficulties. he
estimates of the work conpleted were nade by the 40|nt venture of
whi ch Appel |l ant was a nmenber, presumably as an attenpt in good
faith to achieve accuracy under the then prevailing conditions.
The estimates were accepted by the Government as a bhasis for pay-
ment and by Appellant for the purpose of reporting its income.

Use of the accounting nethod as enployed by the joint venture and
bY Appel l ant was appropriate and Appellant may not now choose to
“alter it retroactlveky. (Hegeman-Harris Co. v. United States,
23 F. Supp. 450; Lord v. United States, 184 F. Supp. 149; u. F.
Trinble & Sons Co., 1 T.C 1482.)

Al though the joint venture and Appellant reported as income
. the entire amount of the billings |ess expenses Incurred, Aﬁpel-
| ant now contends that the 10 percent thereof retained by the
Government should not have been so reported, for during the year
In question the joint venture neither received nor had a right
to receive the retained percentage.

~ The billings, however, were made in accordance with the
joint venture's estimates of the anmount of work conpleted. It
was the amount of work conpleted, rather than the billed anmounts
actually received or receivable that determned the anount of
reportable income. In returning the full anount of the billings,
| ess exBenses, the joint venture and Appellant were using an
accept abl e percentage of conpletion method of accounting. There-
fore, the full percentage of work conpleted, as reflected in the
billed amounts, was prOferIy returned by the joint venture for
the year ended August 31, 1950, and hence by Appellant for the
ear ended Novenber 30, 1950, even though actual paynent of the
al ance due was not to occur until final conpletion and accept-
ance of all work covered by the Government contract. (Rosa Orino
34 B.T.A 726, cf. L. 0. Layton, T. C Meno., Dkt. Nos. 29968,
29969, Novenber 19, 1952.)

The final question involves the apportionment of overhead
expenses bhetween the joint venture and Appellant's own jobs.
according, to their réspective direct costs. In defense of its

) doubl e weighting of Appellant's own direct costs in such appor-
' tionment, the Franchise Tax Board states that a contractor
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engaged in his own venture and also in a joint venture, in
attenpting to maximze his own profits tends to assign directly
to the joint venture as nuch overhead as possible and to build
up the direct costs charged to the joint venture as conpared to
his own. |f this be true, the overhead to be apportioned woul d
relate in greater degree to the contractor's own jobs, the direct
costs of the joint venture relative to those of the contractor's
jobs would be overstated, and the resultant error would be corn-.
pounded unless corrective weicht Wwere assigned to the direct
costs of the contractor's own jobs.

Wwe do not feel justified, however, in assumng. that pel | ant
exaggerated the costs directly chargeable to the joint venfure in
order to maximze its own profits, especially since the joint
venture was carried on by nenbers of the same famly. Unless
errors in the classification of overhead expenses and direct
costs and in the assignnent of direct costs between different
jobs have been discovered by an audit, corrective neasures are
| nappropriate.  Therefore, we hold that overhead expenses should
be apportioned between Appellant's own projects and the joint
venture's project in proportion to their respective direct costs,
wi t hout doubling the weight of Appellant's own direct costs.

ORDER

_Pursuant to the views expressed in the opinion of the Board
on file in this proceeding, and good cause appearing therefor

I T IS EEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code that the action
of the Franchise Tax Board on the protests of Carl M. Halvorsen,
Inc., to proposed assessnents of additional franchise tax in the
amounts of $4,308.13 and $4,102,98 for the taxable years ended
November 30, 1950, and 1951, respectively, be nodified as follows:
Overhead expenses shall be apportioned between Aﬁpellant's own
projects and the joint venture's project on the basis of their
equal | y-weighted, relative direct costs. |n all other respects,
the action of the Franchise Tax Board is sustained.

Done at Sacranento, California, this 20th day of March, 1963,
by the State Board of Equalization

John w. Lynch ~ Chai rman
Ceo. R Reilly , Member
Al'an Cranston , Member
Paul _R. [eake , Menmber

, Member

ATTEST: _Dixwell L. Pierce , Secretary
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